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Abstract 
The Indian labour market has recently witnessed many trends such as outsourcing and 
contractual hiring that may be regarded as employers’ attempts to bypass rigid labour 
legislations and militant trade unions. This chapter looks at some theoretical issues 
surrounding labour market rigidity and provides an overview of current research for India. In 
addition it discusses how in a dualistic economy the incentive for contract hiring gets 
accentuated with trade liberalisation and increased unionisation. Our analysis suggests that 
labour laws should be reformed; otherwise the subversive trends of production outsourcing 
and contract hiring will go unabated.   
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1. Introduction 
For decades the Indian labour market has been regarded as highly rigid. Seeing it from the 
employers’ perspective, it is clear that the employers have been legally restricted to 
restructure their labour force or layoff even a single worker, thanks to some job security 
provisions of the Industrial Disputes Act. When militant unions and bureaucratic red tapes are 
added to the job security laws, we get the picture of an economy where large industries will 
be reluctant to make new hiring, because it will be difficult to shed them later.  
It is also the case that the last fifteen years’ growth in the Indian economy, at least the 
manufacturing component of it, has led to a disproportionate expansion of the informal sector, 
accompanied by outsourcing and substitution of permanent labour for contract labour. 
Overall, the informal sector employment and the hiring of contract workers in the formal 
sector have gone up significantly. Critics might call these developments a swing to the other 
end of the rigidity scale – rampant flexibilisation, or informalisation of the Indian workforce. 
For a number of reasons one need not see this as a healthy trend. If the informal sector 
workers do not experience significant income gains, then the prospect of urban poverty 
reduction is grim. It is also the case that the informal firms are unlikely to graduate to the 
formal sector and offer a somewhat secure work environment to their workers. They are still 
regulation free like a ‘wild West of the cowboy capitalists’.  
Question is: Are we seeing an evolution of the middle ground, or is the labour market acting 
like a seesaw, or are these simply subversive acts? The rigidity has not disappeared, not in 
law and labour regulations, but the practice has allowed flexibility. Since practice is hard to 
regulate, the nature of flexibility will be determined by the incentives created by external and 
domestic opportunities, as well as the physical capabilities to respond to opportunities. For 
instance, to meet a large export order, whether a formal sector firm will hire permanent 
workers, or contract workers, or outsource to an informal firm, depends on the union it faces, 
the links it has with the local informal sector, and crucially the infrastructural bottlenecks all 
firms face. In this paper, I discuss this issue by drawing from some of the theoretical and 
empirical researches.  
 
 
 
3 
 
2. Understanding and detecting rigidity  
There are several ways to understand rigidity. To begin with let us be clear about one thing.  
Nowhere is labour market completely free from any regulations. Labour market is very 
different from markets for physical goods. For a number of reasons completely unrestricted 
functioning of the labour market is neither possible nor desirable. Even in the informal sector 
both employers and workers try to engage in long term contracts making transactions across 
time. Clearly, this will not be possible unless social norm allows them to trust each other and 
make promises and honour them in return.  
 
At a conceptual level, labour market interventions are just like any other interventions needed 
for correcting market failures. Labour market failure occurs due to distributional conflicts as 
well as asymmetric information and uncertainty. Of course all interventions come at some 
cost, the magnitude of which depends on the design of interventions and the legal and 
political institutions. There are three approaches to explain labour market institutions: 
institutional theory, political power theory and legal theory. I provide a brief discussion of 
each.  
 
The institutional theory:  North (1990) argued that institutions help achieve efficiency by 
reducing transaction costs, which would otherwise cause market failures and restrict social 
welfare. In the context of the labour market, for example, the workers and their employer 
cannot costlessly negotiate on how to share the organizational surplus. This is because the 
employer has superior information on the true size of the organizational surplus and therefore 
has incentive to understate it. The workers in turn cannot trust the employer, and therefore 
they have to engage in a costly and lengthy process of negotiations, which might lead to 
strikes or lock-out. These actions are socially inefficient and cause market failures. Therefore, 
regulations should aim to restrict opportunistic behaviours or impose obligations to disclose 
private information, in order to make negotiations as smooth as possible. 
 
The political power theory: According to political power theory, those who capture political 
power will transfer resources from those who are not in power, and this task is accomplished 
by designing the appropriate regulations and institutions. The origin of this argument is found 
in Marx; but it has been refined and adapted to modern settings in the works of Olson (1965), 
Stigler (1971), and Becker (1983). It comes in various flavours. Marx was concerned about 
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capitalist exploitation and appropriation of surplus labour, and he saw a political system was 
designed to facilitate this exploitation. The only way this could be rectified, in his view, was 
abolition of private property (at least the large industrial units) through a new political system 
brought about possibly by revolution. But in modern democracies with universal suffrage, 
where political power can be acquired only by winning elections, resources are transferred to 
pressure groups. The ideology of the ruling party can also be important. A pro-labour party 
will legislate in favour of the workers regarding the regulation of working conditions and/or 
industrial disputes. One may recall that when the former Prime Minister Indira Gandhi 
introduced the Chapter VB restriction in Industrial Disputes Act in 1976 prohibiting layoffs 
and retrenchment in factories of 300 or more workers, she had already declared emergency 
throughout the country, which virtually ruled out strikes, protests and any form of workers’ 
unrest. This made her appear like pro-employer. So perhaps to avoid that unfavourable tag, 
she moved to the other extreme and introduced this extremely pro-labour legislation, which 
later on proved to be controversial.  
The legal theory: One may view legal theory as a part of institutional theory, because all 
laws are formal institutions. However, a separate discussion of it is warranted on the ground 
that historically today’s legal systems around the world come from two major (and distinct) 
legal traditions in Western Europe, namely common law and civil law. These two traditions 
are very old going back to twelfth century and they were transported to different countries via 
colonization. The common law tradition emerged in England and it is characterized by the 
importance of decision-making by juries, independent judges, and more importantly by the 
emphasis on judicial discretion as opposed to codes. India, like all other British colonies, 
inherited this tradition. Civil law, on the other hand, evolved from Roman law through the 
middle ages, and was incorporated into civil codes in France and Germany in the nineteenth 
century. Civil law is characterized by a greater role of both substantive and procedural codes 
as opposed to judicial discretion and independent judiciaries. Much of modern Europe, North 
and West Africa, all of Latin America, and some parts of Asia have inherited this system.  
It is generally argued that common law countries tend to regulate less and rely more on 
markets and contracts, whereas civil law countries legislate and regulate more and try to 
directly control businesses (Djankov et al. 2003). The legal tradition matters not only for the 
extent of legislation, but also for the enforcement practice, and its effect on the behaviours of 
the economic agents.  
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In a seminal paper Botero et al. (2004) investigate the institutions of labour markets in 85 
countries by categorising the laws and regulations under three broad heads: employment 
regulations, collective bargaining regulations, and social security laws. They find that the 
leftist ideology of political parties is associated with more stringent regulations as a whole 
and common law countries have less labour regulations. Stringent regulation of labour also 
causes lower labour force participation and higher youth unemployment.  
There is now a substantial research on the economic effect of labour market rigidity. Earlier 
economists used a so-called labour demand approach due to Nickell (1986) in which the 
effect of any restrictive regulation will be detected from a depression of the labour demand 
curve.
1
 This approach was taken by Fallon and Lucas (1991, 1993) and Dutta Roy (2003). 
Fallon and Lucas (1991, 1993) modelled the effect of the introduction of the job security 
provision via Chapter VB of the ID act in 1976. They showed that the job-security regulation 
of 1976 did not affect the adjustment cost (i.e. no change in the rigidity), but it reduced the 
long run industrial employment by 17.5 per cent on the aggregate. Eleven of the 35 (two-digit) 
industries suffered loss in employment.  In particular, cotton textile industry had a loss of 
36.1 per cent employment, soaps and cosmetics 33.3 per cent, and silk and synthetics as high 
as 44.8 per cent.
2
 Dutta Roy (2003) developed a simultaneous equation system of dynamic 
labour and capital demands with labour further disaggregated between workers and 
supervisors and covering longer time period (1960-1994). No doubt hers is by far the best 
modelling of dynamic labour demand available for the Indian industry. She tested for long 
run adjustment costs through the identification of rigidity, and then examined whether the 
job-security provisions of 1976 and 1982 have worsened it. Her findings are mixed and 
industry-specific. More importantly, in some industries, there was no effect of the legislation 
on the rigidity, and in other industries the rigidities were seen to exist well before 1976. Her 
findings suggest that there are deeper structural characteristics that have contributed more to 
the rigidities than the legislative provisions of job-security.  
This brings us to the question of to what extent additional legislations add or alter the labour 
market rigidity. Perhaps a better approach would be to take all the labour laws and 
regulations together and try to quantify its effect on output or employment. Besley and 
Burgess (2004) have precisely taken such an approach. They exploited a key historical fact 
                                                          
1
 See also Nickell (1997) for an in-depth analysis of this approach. 
2
 The magnitude of the decline in potential employment as claimed by Fallon and Lucas was contradicted by 
Bhalotra (1998) and Dutta Roy (2003). Both argued that the estimated loss of employment was exaggerated due 
to the inclusion of those industries for which the results were not statistically significant. 
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that all states in India started from the same set of labour laws in 1947, but subsequently 
diverged from each other through various amendments of the ID act. The amendments were 
at times pro-workers and at other times pro-employer or neutral. So the aggregate effect of 
these amendments over time can be seen as an outcome of which changes were dominant. If a 
state has made most of the changes in favour of the employers, then after many years it 
should turn out as a pro-employer state. Following this logic, they classified four states, 
namely Gujarat, Maharashtra, Orissa and West Bengal as pro-workers, while Andhra Pradesh, 
Madhya Pradesh, Rajasthan, Tamil Nadu, Karnataka and Kerala as pro-employers, and the 
remaining states as neutral.  
Next, by using the quantitative measure of the bias in labour regulations as an explanatory 
variable, they show that the state registered manufacturing outputs fell with pro-labour 
legislation, and while the state unregistered manufacturing showed a stronger positive 
relationship with labour rigidity. Their point is that pro-worker states have lost out on the 
registered manufacturing.  
Several other studies utilised the Besley-Burgess classification of labour rigidity and explored 
a number of related issues. These are notably, Aghion et al (2005), Hasan et al. (2007) Ahsan 
and Pagés (2009), Adhvaryu et al. (2013), and Saha et al. (2013), all confirming the negative 
effects of rigidity.
3
 However, there is a criticism of the Besley-Burgess approach raised by 
Bhattacharjea (2006) who found several errors in coding of the labour laws, with some of the 
changes can significantly affecting the aggregate score for some states. Ahsan and Pages 
(2009) took this modification into account and showed that those alleged errords do not affect 
the general conclusion. Moreover, they segregated the labour laws in two broad categories – 
employment protection legislation and the dispute resolution legislations, and show that their 
effects on employment and outputs are different. So there is now ample evidence that labour 
rigidity is causing significant loss of employment and other ill effects, and no longer can we 
afford to ignore it. 
 
                                                          
3 Aghion et al (2005) find that in comparison to the neutral states the relative effects of industrial deregulation 
has been significantly positive for the pro-employer states, and significantly negative for the pro-worker states. 
Hasan et al. (2007) show that after trade reform the elasticity of labour demand has increased in all industries, 
but they are larger in pro-employer states.  Adhvaryu et al. (2013) showed that industrial employment is more 
sensitive to shocks in areas where labour regulations are less restrictive or more pro-employer. Finally, Saha et 
al. (2013) captures another effect of rigidity, substitution of permanent workers for contract labour. This is 
significant in pro-labour states. 
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3. Imperfect flexibility 
In the early 1990s the Indian government was so concerned about the job security provision 
and its possible links with liquidation difficulty with bankrupt firms (commonly called as sick 
industrial units) that it asked an expert committee to come up with an exit policy document. 
This gave rise to an expectation that the rigid labour laws would be reformed, which was not 
only advised by academics and policy experts, but also demanded by the Indian corporates 
and foreign investors. But politicians did not dare touch the labour laws, even though the old 
architecture of industrial regulation, licensing and trade protections was dismantled one by 
one within a relatively short span of time.  The reason for leaving the labour laws unchanged 
was political. Despite representing only 10% of the workers, large unions remained a grand 
symbol of labour interests, and anti-union measures were, and are still, eared to be judged 
anti-people. 
So in replacement of legal reforms, flexibility was offered in practice. The 1972 Contract 
Labour Regulation Act provided a compromise, allowing firms to hire workers on contract, 
who can be fired at will and kept out of unions. The unions did not see that as a major 
challenge to their role as rent-sharer. Moreover, contract employment is better than 
outsourcing, which poses a much bigger threat to their rents and eventually to their jobs. The 
share of contract workers increased from 12% in 1985 to 26% in 2004. The trend is much 
stronger in states like Andhra Pradesh, Madhya Pradesh, Maharashtra and Rajasthan. 
Between 1998 and 2004 the share of contract workers in organized manufacturing 
employment has gone up from 15% to 51 in Andhra Pradesh, from 16% to 28% in Madhya 
Pradesh, from 15% to 27% in Punjab and from 21% to 33% in Rajasthan. Some of the states 
like Bihar, Uttar Pradesh and Orissa already had much proportion of contract labour. On the 
other hands, states like Kerala, Tamil Nadu, Karnataka, Assam and West Bengal have much 
lower incidence of contract labour, though in all of these states there has been an increasing 
trend (Saha et al., 2013).   
 Outsourcing also thrived, though, largely at the expense of in-house employment, rather than 
current employment; firms tend to outsource often to meet a sudden spike in demand. So this 
may not necessarily be seen as a union-busting strategy. Besides there is a limit to 
outsourcing as the economics of ‘make or buy’ strategy calls for striking a balance between 
cost of coordination and quality control and the benefit of lower costs. Ramaswamy (1999) 
noted that the incidence of outsourcing is significant in large labour-intensive factories 
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(which employ more than 50 workers). For instance, in 1992-93 the share of outsourcing in 
the value-added was in the order of 56% in textile industries. His disaggregated analysis 
provides a further insight that the consumer non-durables industries have the highest 
subcontracting intensity and their average labour intensity is also the highest. In contrast the 
intermediate goods industries have the lowest subcontracting intensity and value-added 
share.
4
  
But flexible practice does not fully make up for the lack of flexible labour laws. For one thing, 
practice is rarely going to be transparent and easily transferable knowledge. One needs to 
invest in relationships and network to carry out profitable and reliable outsourcing or contract 
hiring; further, this may not be uniform across India, as each state has modified the Contract 
Labour Act and the Industrial Disputes Act in their own ways to make the local labour 
markets sufficiently opaque to deter new entrants or foreign investors, who largely respond to 
the Central government’s call. So for the foreign firm, entering India and choosing a 
particular state as entry point will require substantial research resulting in higher entry costs. 
Existing Indian firms do have some advantage in this regard. Nothing is more important than 
a transparent legal and regulatory system that can attract large volumes of foreign investment. 
Take the case of China. During the planning era, local and regional bureaucrats in China used 
to allocate workers to factories very much like physical inputs. This was also linked to a 
household registration system, which could allow a worker to move to another city or town 
only after he could secure a residence there; this was known as the Hukou system. Enterprises 
were also required to make room for new workers regardless of their needs. Three important 
labour reforms were carried out between 1984 and 1994: (1) wage reform, (2) elimination of 
bureaucratic labour allocation system, and (3) introduction of new labour laws permitting hire 
and fire.  
Most of the labour laws that regulate China’s industrial relations are new – legislated after 
1985. Among these notable are Trade Unions Act, 1992 (Amended in 2001), Labour Act, 
1994 and Regulations on Collective Contracts, 2004 (Decree 22 of the Ministry of Labour 
and Social Security). See Chan (2000) and Solinger (2002) for more. 
The Trade Unions Act, 1992, which drastically replaced the 1950 version of the same act, has 
granted all workers everywhere the right to form union. But the union must be affiliated to 
                                                          
4
 See also Mazumdar and Sarkar (2013) for a more detailed discussion of wage ad productivity growth in the 
Indian manufacturing sector. Autor (2003) is another important contribution on this topic.  
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the All China Federation of Trade Unions (ACFTU), the only trade union nationally 
recognised. Thus, China has ruled out multiple trade unions. Critics point out that the Trade 
unions Act does not mention ‘strike’ anywhere and workers are advised to behave in a 
disciplined manner during a dispute. The Labour Act, 1994 acknowledges labour as a 
contractible object, and paved the way for several new phenomena such as ‘collective 
contracts’, ‘floating wage rules’ and ‘layoffs and retrenchments’. The contracts can be firm- 
and/or job-specific, and fixed term, with no promise of renewal. Further, the employing 
enterprise can breach the contract on grounds of financial distress. However, dismissal 
requires a notice of 30 days and payment of compensations. The Regulations on Collective 
Contracts, 2004 specifies that a collective contract should be determined by ‘collective 
bargaining’.  For more on this see Saha (2006). 
It is clear from the above discussion that China completely revamped its labour legislations; 
this was needed to exercise greater control on its labour force, but to inform the outside world 
that China is ready to do business. Not only can the abundantly cheap and relatively skilled 
workers be hired and fired at will, but the industrial disputes will be efficiently resolved by 
the intervention of the State. In fact, the disputes were to be pre-empted by the state’s labour 
arm ACFTU. The result of a clear cut labour regime is there for all to see.  
In contrast, India chose to disengage from the management of the industrial disputes 
regulations, leaving things to the unions and firms to fight it out. Therefore, labour practice 
became more important than labour law. One may criticize the Besley-Burgess classification 
of the Indian states on the ground that legal changes do not matter much; practices are far 
more important.  Though Kerala was classified by them as pro-employer, Gujarat and 
Maharashtra as pro-worker, going by the experience on the ground one would claim that 
Kerala is pro-worker and Gujarat and Maharashtra are pro-employer. The volume of 
investment received by the latter two states also suggests that investors look at the practice 
more carefully than law. 
Yet it is to be recognised that in the absence of a legal reform we are relegated to a second 
best environment. Flexible practice requires additional investment, and disputes can be harder 
to resolve. An efficient framework reduces collective wastes from industrial disputes that are 
colossal, by the international standard. It is observed that though there is a declining trend of 
the incidence of industrial disputes (strikes and lockouts) after the liberalisation, the number 
of disputes is still 500 per year (2001-2007) with an average loss of 25.20 mandays per 
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dispute, with bulk of the disputes being lockouts – 48.60% of all disputes. Before 1991, the 
share of lockouts in the total disputes was merely 20.39% (1981-1990); for more see Pal and 
Saha (2013).  
 
4. Unions and the segmentation of the labour market 
Economists largely accept that labour unions play many positive roles. First, they reduce the 
employer’s cost of negotiating with a large number of workers, simply by coordinating with 
all workers.  They also facilitate collective actions (such as a strike), and thereby internalize 
externalities and eliminate potentially destructive free riding by individual workers. Second, 
labour welfare should be a desirable objective in itself. In countries like India where the 
government is less capable of redistributing resources via targeted taxes and subsidies unions 
directly help to transfer income to the working class. Third, contrary to popular perceptions 
unions are not necessarily detrimental to firm efficiency. The efficient bargaining protocol, if 
properly followed, will convert the union’s role to a partner in the efficient selection of inputs, 
without sacrificing its interest in rent-sharing (McDonald and Solow, 1982). Some 
economists have even argued that unions would boost efficiency by encouraging firms to 
undertake socially optimal training (Booth and Chatterjee, 1996).  
While the above arguments are not disputed, one may raise concerns about dynamic 
implication of unions, and the institutional framework for collective bargaining. Over time 
unions tend to evolve more as firm-specific or industry-specific rent-sharers acting 
exclusively on behalf of their members, i.e. the currently employed workers of that firm or 
industry. They do not represent the wider working class; nor do they even take into account 
the interests of future employees; essentially they are dictated by the interest of the insiders 
(Lindbeck and Snower, 1986). The institutional protocols of collective bargaining in the real 
world rarely emulate the efficient bargaining model. In most countries wage alone is 
subjected to negotiation with employment largely left to the discretion of the employers. In 
other words, the real life protocols are some variants of the ‘right-to-manage’ model of 
bargaining or monopoly union model (Oswald, 1982), which are known to be notoriously 
inefficient. Union’s ability to hold up and inflict significant exit cost on the firm can also 
cause inefficiency of capital choice (Grout, 1984). The long history of employers’ 
exploitation and natural mistrust between them and their workers are partly responsible for 
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the choice of such inefficient bargaining mechanisms that influence the unions’ behaviours 
and the image they create in public’s mind.   
At another level, unions respond to incentives just as any economic agents would do. Seeing 
their firm earning economic rents due to temporary or long term market protection, the 
workers would try to claim a share of that. It is a natural response. One difficulty, however, is 
ascertaining the size of the rent. Financial data (such as sales, profit and loss) are something 
that management is unlikely to share with the union, except what is furnished with the 
government after (possibly creative) tax calculations. Therefore, dispute is unavoidable not 
only with what should be the fair share of the surplus, but also with the size of the surplus 
itself. The theoretical literature on strike (Hart, 1989; Sanchez-Pages, 2009) revolves around 
asymmetric information and divergent beliefs among the workers and employers.  So when 
the unions go on strike, it is not unjustified, but there is a consequence to it; the whole 
industry may suffer, and when the unions (again driven by severity of information asymmetry) 
go too far, the employers may resort to other alternatives, such as avoiding the unions 
altogether, which is the ‘flexible’ employment practice that we have noted earlier. 
In one sense, informal workers are to be seen as competitors by the unions, and therefore they 
have reason to campaign for banning informal employment. In fact, in Western economies 
prohibition of informal employment, child labour and similar practices have all been banned 
at the behest of organized labour. In developing countries, organized labour knows that they 
are a minority and therefore they have held a sympathetic view about their poor cousin in the 
informal sector; but they also think that the protection of workers’ welfare and job security in 
the formal sector is a priority. The same benefits should be eventually extended to all workers 
once the economy becomes developed. Here lies a problem. We know from the literature of 
dual economy that formal-informal dualism is not a transitory one; it may stubbornly persist, 
and it can segment the labour market on both the demand and the supply sides. 
In a recent paper, Saha et al. (2013) have tried to study such dualism in the context of India’s 
recent trade liberalisation. The Indian industry can be characterised by three types of dualism. 
In terms of the exposure to the government regulations there are two sectors -- formal and 
informal. In terms of technology, some are modern and others are backward, finally in terms 
of the skills of the workers, some employ skilled workers and others are just happy with the 
unskilled workers.  In sum, dualism can be presented in terms of regulation, technology and 
workers’ skills. It is plausible to expect that the informal sector firms will be small, 
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dependent on backward technology and largely will employ unskilled workers. But the 
formal sector firms can be large or small, and could be technologically modern or backward 
and then depending on its technology it can employ skilled or unskilled workers.  
Regardless of its technology a formal sector firm is most likely to see its workforce forming a 
union and can negotiate wage, or both wage and employment. The fact that the unions can 
engage in industrial disputes has some additional implications for firms that use modern 
technology. During a prolonged dispute, its capital is to suffer a loss in value much more than 
a backward technology dependent firm. This would make a modern firm to some extent more 
vulnerable, and its employer may try to reduce its vulnerability by hiring some workers on 
contract, if they are unskilled. Hiring them gives the firm leverage against a strong union, 
simply by reducing the employment of some skilled workers.  
Now imagine that the economy is exposed to trade liberalisation. If the industry was 
primarily export oriented, it gets a boost in export. But only the formal sector firms can 
export, because the informal firms are not registered. Therefore the informal firms do not 
benefit much from the export opportunities, even though they might have stronger 
comparative advantage. They might still indirectly benefit from the substitution of the formal 
firms as they will supply less to the domestic market to meet the increased export demand.    
This can be graphically explained. Consider Figure 1 where we demonstrate how the industry 
equilibrium and its distribution of labour are affected, when there is a positive export shock. 
Assuming that there is no import, and all of its output are either consumed at home or 
exported overseas, the aggregate supply consists of the informal and the formal firms’ output, 
given by the curve SI+SF.  On the demand side, we have both the domestic demand denoted 
by D and the export demand denoted by X. The inverse aggregate demand curve is given by 
the line D+X. We first show the equilibrium before the export shock occurs. The equilibrium 
output and price are Q0 and p0. Out of Q0, the informal sector’s supply is QI; the rest is 
supplied by the formal firms out of which (QF-QI) is supplied to the domestic market and 
(Q0-QF) is exported abroad. As a positive export shock occurs, the aggregate demand curve 
shifts rightward as given by the D+X’ curve. The equilibrium output and price both rise to Q1 
and p1 respectively. The formal sector firms raise their exports and overall production, but 
also cut down their domestic supply. Their overseas supply increases to (Q1-QF*) and 
domestic supply falls to (QF*-QI*), making room for the informal sector to increase their 
supply to overseas supply increases to QI*. This is the indirect benefit of the informal sector. 
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Now consider another industry that does not export, and instead receives some import. Before 
liberalisation, the equilibrium price is higher than the international price, as shown in Figure 
2. The inverse demand curve (which represents only domestic demand) is given by the line D. 
On the other hand, the supply comes from three sources: the informal sector (denoted by the 
inverse supply curve SI), the formal sector (denoted by SF), and import denoted by M. The 
initial equilibrium output and price are Q0 and p0 respectively. The informal sector’s supply is 
QI and the formal sector’s supply is (QF-QI), and the total import is (Q0-QF). Now if there is 
full trade liberalisation leading to greater import, the equilibrium price will fall and the 
equilibrium quantity will rise. Due to a fall in the price, the supply of both the informal and 
formal firms will fall to QI* and to (QF*-QI*) respectively. But the total import will rise to 
(Q1-QF*). The economy as a whole consumes more output as the import overwhelms the 
domestic suppliers.  
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Industries that are vulnerable to import competition are aware of the fact that any unexpected 
wave of imports will force them to cut production and lay off workers. So it will be wise to 
have more contract workers in their workforce than permanent workers, even if that means 
taking some low skilled workers and take a hit on productivity. The contract workers can be 
laid off, whenever there is a time of increased competition from imports. So we should expect 
a positive relationship between import penetration of an industry and the share of contract 
workers. But this is not the only reason to hire contract workers. Even if the firms are not 
exposed to foreign competition, as argued above, to hedge against a militant union, the firm 
can choose to hire some contract workers. Thus, there are two motives for hiring contract 
workers, to deal with militant trade unions and to protect against import competition. But 
contract workers are likely to have lower productivity, particularly in modern firms, and that 
is a price firms have to pay to resort to this type of flexible employment practices. 
One may ask: what type of firms is most likely to go for mixed mode of employment? Clearly, the 
answer depends on how powerful the union is. In Figure 3 we provide a graphical analysis. For more 
details see Saha et al. (2013). On the horizontal axis we measure the union’s bargaining power 
denoted by , which can vary from 0 to 1.  The firm’s bargaining power is 1-. The firm’s profit is 
measured along the vertical axis. There are two profit curves corresponding to two options the firm 
has. It can hire only skilled workers as permanent workers in which case its profit is given by the R 
curve. Alternatively, it can mix some skilled workers (as permanent) with some unskilled workers as 
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contract workers; the profit then is represented by the M curve.
5
 At low values of , profit from 
hiring the skilled workers (as permanent workers) dominates, because the firm does not lose much to 
a weak union and because of the skills of the workers output is also high. On the other hand, at high 
values of , much of the surplus is taken away by the union due to their high bargaining power; the 
firm would be better off hiring non-unionised contract workers despite their low skills. Thus, as 
Figure 3 shows, there is a critical value of , above which we will see firms would prefer a flexible 
workforce.  
 
 
In reality measuring the workers’ bargaining power is a much more complex task. It depends 
on the legal and regulatory structure of the state in which the firm is located, and it also 
depends on the size of the firm, technology and the type of product it is making. In particular 
how much it is exposed to trade is critically important. So, as the workers’ bargaining power 
varies between industry and state, so will firms’ practice of hiring.  
Saha et al. (2013) has studied the contract labour problem for the Indian organized sector by 
using a three dimensional panel of 58 industries over the period of 1998 to 2004 for fifteen major 
Indian states. They show that the share of contract workers in formal firm’s employment goes up with 
union’s bargaining power (as captured by the union density or strike-lockout ratio). The same 
                                                          
5
 There are two other possibilities: hire some skilled workers also as contract workers, and hire some unskilled 
workers as permanent workers. In Saha et al. (2013) we show that with a mild assumption on the nature of 
contracting we can rule out these two options as never being chosen.  
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response is seen vis-a-vis import penetration, as the above theoretical discussion suggests.  Moreover, 
they also find that the positive effect of import penetration and the negative effect of export promotion 
on the share of contract labour are both stronger in those states, which have pro-worker labour laws. 
In sum they conclude that stricter labour regulations as well as trade liberalisation have both led to 
increased contract labour usages.  
 
5. Conclusion 
There is now considerable evidence that labour regulations in India are hurting formal sector 
employment and encouraging subversive practices. But whether these regulations have been 
induced by political pressure groups, or institutional specificities or the legal tradition 
inherited from the British are yet to be understood. The research on this question is far more 
limited. Only recently some work has begun in this area with the contribution of Besley and 
Burgess (2004). If the source of the problem is in the political process, then the problem 
needs to be corrected there, rather than trying to experiment with different economic policies. 
On the other hand, if these institutions are trying to address economic inefficiencies (either 
with the markets or property rights) then it is imperative to identify the source of 
inefficiencies. This however, may take time, as more research is needed.   
Meanwhile, it is important to recognize that no matter how undesirable we find the use of 
contract labour, subcontracting and similarly subversive employment practices, they are in 
part employers’ response to some over-restrictive regulations. The challenge is to strike a 
compromise between the workers’ interests and the firms’ investment incentives. This does 
not necessarily mean that the union’s power needs to be curbed; rather both unions and 
employers need to be held accountable for their actions, and an environment should be 
created to discourage opportunism and enforce cooperation. Reforming labour regulations in 
this direction is more imperative now than ever before, because postponing that will only 
prolong industrial dualism and increase its spread to all sectors.   
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